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petition” (and as addressed in my January 23, 2002 Declaration in that proceeding3’)), special 

access prices are set so far in excess of costs that whatever “efficiencies” the BOCs might have 

introduced into the provision of special access services arc in no event being flowed through to 

IXCs and other buyers of special access services 
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9 price cap regulation. 

10 

Setting UNE prices based upon embedded or “reproduction” costs of the embedded 
network effectively restores rate of return regulation to the pricing of UNEs, and in so 
doing actually reverses whatever ILEC efficiency incentives might otherwise be ascribed to 

11 30. Actions by regulators to set UNE prices equal to embedded costs or to the theoretical 
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costs of “reproducing” the embedded network, as advocated by several ILEC witnesses, would 

actually undermine the very price cap incentives these witnesses rely upon as proof of BOC 

efficiency. UNE prices are generally not subject to price caps. In order to set UNE rates on the 

basis of embedded costs, regulatory mechanisms would have to be devised (or resurrected from 

the days of rate of return regulation) so as to assure that the common and joint costs that 

dominate BOC networks are properly allocated to each specific UNE. Incredibly, while 

admonishing the Commission to proceed in this direction in the instant proceeding, the very same 

RBOCs are telling an entirely opposite story to the United States Court ofAppealsfor the 

37. In the Matter ofAT&T Corp. Petition for  Rulemaking to Reform Regulation oflncumbent 
Local Exchange Carrier Rates fo r  Interstate Special Access Services, RM No. 10593, Petition 
For Rulemaking, October 15, 2002. 

38. In the Matter of AT&T Corp. Petition for  Rulemaking to Reform Regulation ofIricumbent 
Local Exchcinge Carrier Rates fo r  Interstate Special Access Services, RM No. 10593, Reply 
Declaration of Lee L. Selwyn, January 23,2002. 

g E  E C O N O M I C S  A N D  
- T E C H N O L O G Y ,  I N C .  



1 

2 

3 

4 

5 
6 
7 
8 
9 

10 
11 
12 
13 
14 
15 
16 

17 

18 

19 

20 

21 

22 

23 

24 

Reply Declaration of Lee 1,. Selwyn 
FCC WC Docket No. 03-173 
January 30,2004 
Page 27 of 60 

District ofColumbia Circuit. In an effort to downplay the significance of the huge double-digit 

returns that the BOCs are realizing fiom their flexibly priced special access services - a condition 

that demonstrates that these services are being priced not at, but grossly in excess ox embedded 

cost. the RBOCs admonish the Court that: 

_._  category-specific data from the FCC’s Automated Reporting Management 
Information System (“ARMIS”) ... contain arbitrary allocations that are 
“economically irrational.” The FCC long ago concluded that the category- 
specific data reported in ARMIS “does not serve a ratemaking purpose.” The 
FCC has referred to the cost-allocation rules as “outdated regulatory mechanisms 
that are out of step with today’s rapidly-evolving telecommunications 
marketp1ace”and has indicated that reducing “regulatory reliance on earnings 
calculations based on accounting data is essential to the transition to a competitive 
marketplace.” Indeed, the FCC has not imposed rate-of-return regulation for 
years, and the formal cost-allocation scheme has become ~bsole te . ’~  

Just how “actual” can embedded costs be if the process for establishing them is “economically 

irrational” and “does not serve a ratemaking purpose?” 

3 1. Moreover, setting UNE prices on the basis of embedded or “reproduction” costs would 

vitiate even those limited efficiency incentives that might be present under price cap regulation. 

If CLECs are able to attract ILEC customers via UNEs leased from ILECs at embedded cost 

prices, the result will be to remove successively larger fractions of the total ILEC service base 

from price caps as the ILECs’ price cap-regulated retail services are migrated to non-price cup- 

39. BOC Mandamus Response, at 13, footnotes omitted 
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regulated UNEs. As such, an increasingly larger percentage of ILEC revenue would come from 

the provision of services (UNEs) that will not be subject to price caps. If UNE prices are to be 

set at embedded cost without any specific rate adjustment or rate review process, ILEC will 

acquire the same types of “gold plating” and inefficiency incentives that prevailed under RORR 

~ with the added benefit that by assuring that these embedded cost-priced services are provided 

inefficiently, they will disadvantage rival carriers and in so doing retain and extent their 

monopoly hold on the retail local service market 
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12 applied by state commissions. 
13 

Econometric regression analyses submitted by several RBOC declarants confirm the 
existence of a strong statistically significant relationships between TELRIC UNE costs and 
ILEC “actual” costs, and demonstrate that TELRIC principles are being consistently 
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32. The Supreme Court’s finding in Verizon v. FCC that TELRIC rates are not 

confiscatory4” has led ILEC witnesses to look to creative, back-door devices for setting UNE 

rates at embedded costs. One such attempt can be found in the Declaration of Drs. Aron and 

Rogerson, submitted on behalf of SBC. There, Aron and Rogerson attempt to discredit TELRIC- 

based UNE prices by comparing “UNE-P prices to UNE-P costs” across states, hypothesizing 

that “there should be.a systematic relationship between actual costs and forward-looking costs, 

20 

2 1 

and we would not expect it to vary wildly across s t a t e~ .”~’  A similar claim is advanced by USTA 

declarants Eisenach and Mrozek, who compare state UNE prices with state-specific costs as 

40. Verizon Communication Inc. v FCC, 535 U S .  467 (2002) 

41. ArodRogerson (SBC), at 36. 
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developed by the FCC’s Synthesis Model (also known as the Hybrid Cost Proxy Model, HPCM). 

Aron and Rogerson find that UNE prices vary substantially in ways that, they contend, “are 

unexplained by []cost proxies,” and on that basis conclude that TELRIC methods are being 

incorrectly applied by state commissions and “that state commissions exercise their discretion in 

ways that are random with respect to 

commission discretion” undermines the validity of TELRIC. 

As Aron and Rogerson see it, such “state 
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33. The “costs” that Aron and Rogerson purport to compare with UNE-P prices are, of 

course, not the TELRIC costs that had been examined by the state PUCs and used as the basis for 

the adopted UNE prices. Instead, Aron and Rogerson posit three different “cost proxies,’’ and 

“hypothesize that, if the UNE prices applied by state commissions are applied consistently across 

states and properly reflect the carriers’ costs of providing UNEs [as reflected in the selected ‘cost 
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20 

proxies’], then the OLS [ordinary least squares regression] model should ‘fit’ the data closely; 

that is, the model’s adjusted R-squared value should be close to 

“hypothesis” to be tested is so extreme as to constitute nothing more than a “straw man” theory 

whose rejection is hardly surprising and is certainly of no import whatsoever. Indeed, if these 

three variables should explain perfectly UNE prices, then states shouldn’t bother with cost 

modeling and instead should use Aron and Rogerson’s three variable regression equation to set 

This specification of the 

42. Id. 

43. Id. ,  at 35. 
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34. An R-squared value of “close to one” would imply that the Aron-Rogerson model 

“explains” or “accounts for” close to one h~indredpercent of the variation in the dependent 

variable, the UNE-P price in this instance. It is entirely possible that there are identifiable and 

statistically significant relationships between the UNE-P price and each of the three “cost proxy” 

explanatory variables being tested by these declarants - ].e., Unit Embedded Cost as derived 

from ARMIS reports, unit costs as developed by the FCC’s Synthesis Model, and average Line 

Density within the BOC’s service area in each jurisdiction. However, there is no intuitive basis 

whatsoever to expect that these factors - separately or in combination - could possibly “explain” 

or “account for” anything even remotely close to 100% ofthe variation in the price of UNE-P. 

35. The utter absurdity of the Aron-Rogerson “R-squared equals one” hypothesis can be 

graphically demonstrated by one of their models in particular ~ the single-variable model based 

upon Line Density - although the same point applies with equal force to all three. There is no 

question that Line Density is an important cost driver for subscriber outside plant loops. Longer 

average loop lengths and smaller cable sizes typical of low density areas are an important factor 

in making loop costs in low density areas higher than in more densely populated parts of the 

ILEC’s service territory. However, Line Density is only one of many factors that influence loop 

cost. Others include terrain, local construction requirements (e.g., overhead or underground), 

labor rates, relative mix of‘feeder and distribution cable, use of fiber optics in distribution and 

feeder plant, and many others. There is simply no intuitive basis to expect that Line Density by 

2 1 

22 

itself should account for fully or even nearly 100% of the variation in UNE-P prices from stcite to 

state. In  fact - yet referenced by Aron and Rogerson only in one perfunctory footnote -what the 

a 
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Line Density model shows is a very strong and statistically significant relationship - at the 

99.98% confidence level - between UNE-P price and Line Rather than concede that 

their model has actually proven precisely what they had set out to disprove, Aron and Rogerson 

simply ignore this result altogether. 
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36. The other two single-variable models - ARMWHistorical costs, and Synthesis Model - 

produced the very same type of result. As with Line Density, there is every reason to expect 

some relationship between each of these variables and the price ofUNE-P, but there is no basis 

whatsoever to expect that these variables could, individually or in combination, explain 100% or 

anything close to 100% of the variation in UNE-Pprices. However, having posited their 

impossible-to-satisfy straw man hypothesis, Aron and Rogerson once again conclude that no 

such relationships are present. In actuality, both models identify a high degree of statistical 

significance to both variables. In the ARMISiHistorical Cost model, the coefficient is estimated 

at 0.558 with a Standard Error of 0.144, indicating a z-statistic of 3.88, Le., the 99.999% 

confidence level. In their Synthesis Model regression, the coefficient of the explanatory variable 

was estimated at 0.565 with a Standard Error of 0.151, indicating a t-statistic of 3.74, Le., the 

99.999% confidence level. Of course, as with the Line Density model, these regressions prove 

exactly the opposite of what Aron and Rogerson had set out to show. Rather than concede that 

outcome, they simply ignore it. 

44. The ArodRogerson Line Density model estimates the Line Density coefficient at -3.733 
with a Standard Error of 0.684, indicating a t-statistic of 5.46. At 48 degrees of freedom (the 
number of observations in the ArodRogerson data set), that corresponds to the 99.999% 
confidence level. 
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37. Economists use regression techniques to identify and quantify relationships among 

different variablcs. In performing such analyses, economists will posit (hypothesize) a 

relationship to be tcsted and, on the basis of the results obtained, either accept or rejcct the 

hypothesized relationship using standard and widely acceptcd statistical tests. The hypotheses to 

be tested using cconometric regression models are ordinarily framed in terms of one or more 

specific explanatory variables (e.&., “the price ofUNE-P (the dependent variable) is related to 

Line Density (the independent variable)”), not in terms of the extent to which the model 

“accounts for” variation in the dependent variable. As happened with all of the regressions 

prcscntcd by Aron and Rogerson, a strong and statistically significant relationship was identified 

between the dependent variable and each of the independent variables tested despite the fact that 

in each case thc explanatory variable accounted for only a fraction of the variation in the price of 

UNE-P. Unless there is some intuitive basis to expect that the hypothesized relationship should 

account for 100% or nearly 100% ofthe variation in the dependent variable, there would be no 

rcason to expect an R-squared close to one, nor would there be a basis to reject the model merely 

bccausc thc R-squared was not particularly close to one. 

38. A recent paper by longtime BOC consultant Prof. Jeny A. Hausman of MIT described 

rcgrcssion results with particularly low R-squared values - in the range of .Ol  to .OS. In an effort 

to rationalizc the validity of these regression models despite their low R-squared values, 

Hausman ef ul explain that: 

To test whcthcr an individual coefficient i s  statistically significantly diffcrcnt 
from zero, one calculatcs the ratio of the cstimatcd cocfficicnt to its standard error, 

0 
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and then compares this ratio against a threshold value. For example, in large 
samples, an cstimated coefficient is said to be sipificantly different from zero at a 
5% significance level if the absolute value of the ratio equals or exceeds 1.96.” 
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Applying Hausman’s prescription to thc Aron-Rogcrson models, the ratios of the cstimated 

coefficicnts to their respective standard errors - the so-called t-statistic - actually confirm their 

statistical significance at the 99% level. 
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15 demonstrcrte. 
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39. Aron and Rogerson state categorically that the results of their models reject their 

hypothcsis.4’ Howcvcr, by any generally acceptcd standard of econometric analysis (such as that 

applied by Hausman et al. in the above-referenced paper), the individual (and implicitly) 

hypothcsizcd relationships between W E - P  prices and each of the three explanatory variables 

must be accepted as higlzly statistically SigniJicant. Put simply, the Aron and Rogerson model 

rij7rniuti\elj~ proves precisely the opposite of what these declarunts were attempting to 

17 

18 

19 

20 

40. Thc R-Squared value in any model is a calculation of the percentage of the variation in 

thc dcpcndent variable that is explained by the variation in the independent variables. An R 

squared value of one would indicate that the model takes into account evrr~~possible source of 

variutiori in the depzden t  variable. This is an impossible standard. and is one that is rarely if 

45. Hausman, Jerry A. Gregory K. Leonard and J .  Gregory Sidak. “Does Bell Company Entry 
into Long Distance Benefit Consumers,” 70 Antitrust Luw Jourml463,  472, fn 32. 

46. AroniRogcrson, at 36 
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cver achieved - or even expected - in practice. Even models containing dozens or hundreds of 

explanatory variables are not expected to - and do not - satisfy this hurdle. In the instant case, 

Aron and Rogerson have presented four models, three of which have only one explanatory 

variable, and the fourth of which has three. Moreover, the Aron-Rogerson model is a cross- 

sectional analysis in which all of the sample data is as of a specific, single point in time. It is 

generally acknowledged in the economics profession that cross-sectional models, by their nature, 

will generate lower R-squared values than time-series  model^.^' Perhaps most importantly, it is 
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essential to iecognize that R-squared values are judged rather subjectively, and that there is no 

general consensus about what an acceptable R-squared value should be.4R Aron and Rogerson 

have advanced a hypothesis requiring that R-squared should be close to one, despite the fact that 

their model specifications consist of only one or a handful of explanatory variables involving 

only cross-sectional data. Even so, regardless of the actual R-squared values and their 

relationship to any expectations, there is no econometric basis for dismissing a model as having 

no significance because of any particular R-squared value, and Aron-Rogerson’s rejection of 

their “straw man” hypothesis on the basis of the purportedly low R-squared is both incorrect and, 

quite frankly, academically dishonest. As Cramer (1 987) explained: 

In general, econometricians are interested in obtaining ‘good’ paramcter estimates 
where ‘good’ is not defined in terms of R-Squared. Consequently the measure R- 
Squared is not of much importance in econometrics. Unfortunately, however, 

47. Peter Kennedy, A Guide to Econometrics, 4ie, MIT Press, 1998 (“Kennedj.”). at 26. 

48. Id. 
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many practitionerj act as though it is important, for reasons that are not entirely 
~ I c a r . ~ ~  

41. Bccausc their regression models producedpreciseb the opposite ofwhat they were 

attempting to prove, Aron and Rogerson simply ignored the high degree of confidence that each 

of their thrcc singlc-variable models established with respect to each of the three explanatory 

variablcs being tested, and instead focused entirely upon the essentially meaningless R-squared 

values. While the dcclarants do identify (with an asterisk) those coefficients that are statistically 

significant, thcy omit any mention or acknowledgment of this critically important result, and 

instcad point out only that their “straw man” has indeed been knocked down.5” 

49. J .  S. Cramer (1987) Mean and Variance OfR2 in Small and Moderate Samples. Journal of 
Econometrics 35, pp 253-66. See also, Kennedy, at 26-27 : “Because the R-Squared and OLS 
criteria are formally identical, objections to the latter apply to the former. The most frequently 
voiccd ofthcsc is that searching for a good fit is likely to generate paramcter estimates tailored to 
the particular sample at hand rathcr than to the underlying ’real world.’ Further, a high R-Squared 
is not necessary for ”good” estimates; R2 could be low because of a high variance of the 
disturbancc terms, and our estimate of beta-hat could bc ”good” on other criteria ...” 

50. Evcn the pcrfunctory notation that thc asterisk-identificd coefficients are “significant at the 
5% level” [Aron/Rogerson (SBC), Table I ,  at 371 is highly rnislcading. Econometricians more 
commonly express statistical confidence in tcrms of thc probability that thc estimated value is 
statistically significant (e.g., at thc 95% confidence limit). Instead, Aron and Rogerson have 
rcportcd the invcrsc confidence level - the probability that thc results are riot statistically 
significant - using 5% in this instance. As I have noted, several coefficients arc even more 
signilicmif than the identified 95% confidcncc levcl. All  three of’the single-variable model 
coejicierirs (ire significant at the 99.911% lerd (assuming a two tailcd. 48-df test). This extremely 
high level of significance cannot be so lightly dismissed, and confirms that each individual 
variable has an undeniably strong explanatory power, the low R-squared notwithstanding. 
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42. The results of the three variable model are also compelling. Again, the modcl results 

shows that two of the three variables are significant at the 95% level and, in fact, the line density 

variable is significant at thc 99% level. It is, however, particularly noteworthy that in the three- 

variable rnodcl the FCC’s Synthesis Modcl variable is noi sign{/icunt when run in combination 

with the other two variables.” 

43. Like Aron and Rogerson, Eisenach and Mrozek, on behalf of USTA, attempt to examine 

“the cxtcnt to which states have implemented the TELRIC rules in a consistent fashion”52 by 

testing the relationship between statewide average UNE-P rates and unit costs as determined by 

the FCC’s Synthesis Model (HCPM). And like Aron and Rogerson, Eisenach and Mrozek 

1 1  ignore the e.rirenzrly high t-statistic values (reflecting confidence levels in excess of 99.99%) for 

51. Although it is not possible to know for certain, given the limited discussion and absence of 
regression statistics that are customarily includcd with regression model results, it seems likely 
that thc three-variable model suffers from an econometric problem known as multicollinearity. 
Multicollinearity arises when some or all of the explanatory variables are correlated with each 
other. Chccks for econometric issues such as rnulticollincarity or heteroskedasticity are 
customarily performed by regression software and are often reported along with the results of the 
model, although that was not the ease here. Comparing the t-statistic for the FCC Synthesis 
Model variable in both models (which is calculated by dividing the cstimated coefficient by the 
standard error), we see that the value drops from 3.742 (99.999% confidence level) in the single- 
variablc model to 0.483 in the multiple-variable model, which indicates a lack of statistical 
significance. This dramatic shift in significance (in light of the relatively small changes to the 
ARMIS and Line Density variables) is consistent with multicollinearity. 

52. “Do UNE Rates Rctlcct Underlying Costs?” filed as Attachment A to the Comments of 
USTA, Dcccmber 16.2003 (“Eisenach crud M l n z r k  (USTA)“). at 3. 
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all eight of their regression models,i3 and instead focus upon the R-squared, noting that “only 

about one half of the variation in UNE rates can be explained by underlying costs.”‘4 

Interestingly, whereas Aron and Rogerson compute an Adjusted R-squared of 0.2 18 for their 

Synthcsis Model regression, the Eisenach-Mrozek models “show R-squared values of 0.53,0.48, 

0.52 and 0.52” for their UNE-loop regressions and “0.55, 0.44, 0.54 and 0.53“ for their UNE-P 

models.” 

44. Their conclusion that “about one half of UNE-P [and UNE-L] rate variation is due to 

factors other than cost” is hardly remarkable in light of the fact that their model regresses UNE 

10 

1 1 

prices against a cost benchmark (HCPM) that was, for the most part, never actually used or 

iriterided to be used lo set UNE rates. Indeed, as the Commission noted in the instant NPRM: 

1 L  
13 
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23 
24 

In dcvcloping the model and inputs necessary to calculate universal service 
funding, the Commission did not intend to provide any systematic guidance to 
statcs in the area of TELRIC rate-setting. Indeed, the Commission emphasized at 
thc time that its decisions on particular inputs were made solely for the purposc of 
calculating universal service support and may not be appropriate for the 
calculation of UNE prices. For these reasons, wc continue to discourage states 
from using the nationwide inputs for the purpose of developing UNE prices. 

In thc absence of more spccific guidance from the Commission, however, some 
state regulators have utilized our USF Inputs Order to reach conclusions 
regarding the TELRIC-based cost of building a network. Although we understand 
why state regulators might refer to thc USF lriputs Order in developing fonvard- 

53. Id., at 24-27. 

54. Id., at 16. 

5 5 .  Id.. at 16-17. 
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looking costs, in at least some cases there might be unintended and undesirable 
consequences that result from extrapolating from statements made in the context 
of universal service funding. For example, the Commission stated in the USF 
Inputs Order that it is necessary “to assume that the telephone industry will have 
at least the same opportunity to share the cost of building plant that existed when 
the plant was first built.” This statement was intended to address only the issue of 
structure sharing in the universal service model, but it has been interpreted by 
some states as endorsing a backward-looking approach for other inputs in a 
TELRIC model, such as the relative frequency of various construction types (e.g., 
boring through concrete, trenching through dirt). Applying this particular 
statement from the USF Inputs Order out of context erroneously assumes away 
not just the features of an incumbent LEC’s existing network but also attributes of 
the real world in which incumbents and competitors ope~ate . ’~ 

IS Given these facts, it would have been rather remarkable ifthe “fit’’ had been any better. Among 

16 

17 

other things, the declarants used BOC UNE rates as their dependent variables yet used statewide 

m w a g e  IICPM costs (which included costs for non-Bell ILECs) as their explanatory variables. 

18 

19 
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21 
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24 

They also ignored the fact that the HCPM used nationwide expense factor dollar values, whereas 

the TELRIC studies that had been used by the individual state commissions properly used ILEC- 

and state-specific cxpcnse factors in setting jurisdictional UNE rates. Eisenach and Mrozek 

attempt to rationalize the use of the Synthesis Model as a cost benchmark because “the Synthesis 

Model is applied consistently across states” and so “the underlying cost estimates that emerge 

from thc model are -unlike the TELRIC rates set by state PUCs -unaffected by resylatory 

dis~retion.”~’ In essence, having “proven” that “costs” account for only about one half of the 

56. Notice o/ Proposed Rulemaking, FCC 03-224, rcl. September 15, 2003. (“TELRIC 
NPRM”), at paras. 46-47 (footnotes omittcd). 

57. Eiscnach and Mrozck (USTA)., at 6. 
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variation in UNE prices. Eisenach and Mrozek then proceed to ascribe all of the “unexplained” 

variation in UNE prices to “regulatory discretion.” 

45. “Regulatory discretion” would seem to be a particularly extreme pejorative 
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characterization of what state regulators do in setting UNE prices - and is particularly 

undeserved inasmuch as Eisenach and Mrozek make no attempt whatsoever to examine other 

possible bases for the “dcviations” from the HCPM results. The HCPM’s use of nationwide 

expense factors and its development of industry-wide statewide average costs would certainly 

“explain” a good deal of the “deviations” -and these “deviations” are unambiguously 

attributable to limitations of the HCPM rather than to “regulatory discretion” on the part of state 

PUCs. In fact, the only situation in which the “deviation” between HCPM costs and UNE prices 

could be ascribed to “regulatory discretion” would be where the BOC, in proposing UNE rates, 

had relied upon HCPM results that werc then modified or rejected by the state PUC. Tu the best 

uj’niy kriorlhdge, 110 BOC has ever relied upon the IICPM us ihe busisjor. proposed UNE prices, 

Indeed, the Commission has discouraged such rcliance. 

46. In short, all that Eisenach and Mrozek havc done hen: is to confirm a strong relationship 

between HCPM costs and UNE prices at the 99.99+% confidencc level. a result that is entirely 

consistent with their recognition that “the Synthesis Model is designed to estimate going-fonvard 

costs for individual UNE elements, and is thus concepfuullj. consistent with the TELRIC 
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~ppr.~ach.”~~ No one has ever suggested that the HCPM as adopted for universal service funding 

purposes is capable of dcvcloping ILEC- and jurisdiction-specific UNE prices, so “proving” that 

the HCPM does not do that is hardly a surprise, and certainly affords no insight whatsoever as to 

whcthcr “state pricing decisions [are] inconsistent with thc forward-looking cost principles on 

which [the FCC’s] rulcs are based.” 

7 
8 
9 

Contrary to how they are being portrayed, the econometric models introduced by the 
RBOC declarants affirmatively support the use of TELRIC as a basis for UNE pricing. 

I O  
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47. There is no particular reason for there to be a consistent relationship between UNE 

priccs and so-called “actual” embedded cost or the “replacement cost” of the existing ILEC 

network. ILEC network configurations and architectures reflect legacy conditions that long pre- 

datc the 1996 Act or the rcquiremcnt that ILECs make UNEs available to rival carriers. Large 

portions of ILEC networks were constructed decades ago, and as such network design and 

operational inefficiencies that arose under monopoly rate of return regulation arc still embedded 

in ILEC network costs. And more recent, postdct  network construction has been heavily 

influcnccd by ILEC efforts to acquirc thc capability to enter new, unregulated markets, such as 

broadband, and to compete with or adopt new technologies, such as wirclcss and Vow. Even if 

“cfficicnt,“ these more recent capital investments may have little direct relationship with the 

unbundled network elcmcnts that ILECs are and will continue to be rcquired to provide. There is 

thus no basis to expect that either historic embedded costs or reproduction costs of the ILEC 

58. Id.. cmphasis supplied 
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1 network will accurately and fairly capture the forward-looking costs of UNE-loops and of 

2 UNE-P. 

3 

4 48. Embedded costs are heavily influenced by two factors whose specific effects tend to be 
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opposite to one another. Where a state has experienced relatively high rates of plant additions, 

the purchase prices of such recently-acquired plant will be closer to the investment levels 

applicable to TELRIC analyses. However, for low-growth states with relatively older plant, 

depreciatioii rcscrves will tend to be relatively greater, making the net investment level that much 

smaller. The interaction of these two opposing conditions will obviously have a major impact 

upon the relationship between what Dr. Aron refers to as “actual” costs and UNE prices. 

49. TELRIC pricing, in contrast, will not vary as a result of the mix of vintages of 

embcddcd ILEC plant. Aron/Rogerson’s “discovery” of the lack of a “perfect fit” between 

“actual” costs and TELRIC-based UNE prices, far from being evidence of regulatory bias in 

ratemaking, is more likcly a result of failing to account for uneven ILEC investment patterns. 

50. Moreover, analyses based upon the ILECs’ embedded costs are necessarily inflated by 

capital expcnditures for plant additions unrelated to the provision of UNEs. ILECs have been 

engaging in network dcployment related to expansion of broadband and other advanced facilities, 

including increased fiber deployment in feeder and distribution plant. ARMIS data indicates that 
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between 1997 and 2001, BOC in-region total plant in service increased an average of 26%,i9 an 

amount that far exceeds any plant retirement or additional volume-sensitive costs that the BOCs 

might confront on their legacy networks. 

5 1. In addition, incumbent carriers have requested in many states that rates not be set 

exactly at TELRIC levels specific to a particular jurisdiction. For example, as the FCC notes, 

“Verizon’s Massachusetts I1 Application relies on voluntarily-adopted rates that are equivalent to 

those currently in place in New York.’’” Following protracted litigation and dispute over a 

variety of costing issues, the California PUC in May of 2002 ordered the adoption of SBC’s 

59. Figure is thc average increase in Total Plant in Service account balances, as reported in 
ARMIS Report 43-03, for all ILECs, from1997-2002 

60. Iri the Matter ofApplication of’verizori Nev> Etigland Inc., Bell Atlantic Coniniutiications. 
lnc. (d/b/a Verizoii Long Distance), NYNEX Lorig Distarice Conipany (d/b/a Verizon Enterprise 
Solutiom) Arid Verizon Global Netw~orG lric., For Autliorizatiori to ProlYde hi-Region, 
InterLA TA Senices i r i  Massachusetts. CC Dockct No. 01 -9, hfemora)iduuni Opinioii aiid Order, 
FCC 0 I - 130, 16 FCC Rcd 8988 (200 I ) .  9000. at para. 2 I .  

e 
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2 adopted New York tates.‘’ 

Illinois UNE rates as interim UNE ratcs for California.” Likewise. Delaware and Virginia 

J 

4 

5 

6 

7 

8 

52. As prcviously notcd (at para. 14 supra), the RBOCs concede that “a significant portion 

of the [intcrstate costs of DSL services and interstate packet-switching services are being] 

assign[cd] to other elements.” Virtually all of the investment in DSL and packet-switching has 

takcn place since the onset of price cap regulation. Indeed, it is highly likely that the bulk of the 

26% jump in RBOC gross plant in service that occurred during the 1997-2001 period was driven 

6 1. Joint Application ofAT& T Communications of Califbrnia. Inc. and WorldCom, Inc. for 
the Conlmission to Reaamine the Recurring Costs and Prices of Unbundled Switching in Its 
First Annual Review of Unbundled Network Element Costs Pursuant to Ordering Paragraph I I 
qf D. 99-1 1-050. Applicaiiori o /A  T& T Communications of California. Inc. and WorldCom, Inc. 
jbr ihe Commission to Reexamine the Recurring Costs and Prices of Unbundled Loops in Its 
First Annual Review of Unbundled Network Element Costs Pursuant to Ordering Paragraph I 1  
of’D. 99- 11-0.50. Application of The Telephone Connection Local Services, LLCfor the 
Commission 10 Reexamine the Recurring Costs and Prices qf’the DS-3 Entrance Facility Without 
Equijmenr in Its First Annual Review of Unbundled Network Element Costs Pursuant to 
Ordering Paragraph 1 I o fD .  99-11-050. California Public Utilities Commission Decision 
02-05-042,2002 Cal. PUC LEXIS 286, May 16,2002. 

62. I n  ihe Mailer of Application by Verizori Virginia Inc.. Verizori Long Distance Virginis, 
lnc. ~ Verizon Enterprise Solutions Virginis hic., Verizon Global Networks Iric., and Verizon 
Seleci Services of Virginia Inc., for authorization to Provide In-Region, InterLA TA Services in 
Virginia, WC Docket No. 02-214, Memorandum Opinion and Order. FCC 02-297, 17 FCC Rcd 
21880. 21921-21922 (2002), at paras. 72-73 (some New York ratcs wcrc adjusted for cost 
diffcrcnces between New York and Virginia); I n  the Matter ofApplication by Verizori New 
England lnc., Verizon Delaware Inc. I Bell Ailatitic Communications, In. (d/b/a. Verizon Long 
Distance). NYNEX Long Distance Company (d/b/a Verizon Enterprise Sohiions), Verizori 
Glohul N ~ ~ t ) w r I u  Inc., and Verizon Select Services Inc., j b r  Authorizaiion To Proiide In-Region, 
iriierLATA Senices in Nercj Ifampshire and Deluware, WC Docket No. 02- 157, ibteniorandum 
Opinion und Order. FCC 02-262, 17 FCC Rcd 18660, 18664- 18665 (2002), at para. 7. 
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by DSL, packet switching, broadband, and other advanced and potentially competitive scrviccs - 

a point not even mentioned by the various RBOC declarants. The prescncc of potentially 

substantial DSL, packet switching, broadband, and other advanced scrviccs costs in the “actual” 

or “reproduction cost” of the cxisting network is by itselfa fully sufficient basis to discredit and 

disqualify the usc of “actual cost” or “reproduction cost” as a basis for setting or evaluating UNE 

prices since, by definition and by the FCCs TRO Order, none ofthese services a re  required to be 

provided as UNEs. Although far from being the only source, the presence of DSL, packet 

switching, broadband and other advanced services costs in RBOC networks certainly accounts 

for a good deal of the lack of a “perfect fit” of the Aron-Rogerson and Eisenach-Mrozel 

regressions, yet this readily-conccdcdfact was never even considered, let alone discussed, in 

thcsc dcclarants’ statements. 

If ILECs actually considered wireless and other intermodal alternatives to wireline services 
to be serious competitive threats, they would be encouraging CLECs to utilize ILEC 
networks rather than affirmatively seeking regulatory approval to exclude CLECs from 
accessing ILEC network elements. 

53. Kahnn’ardiff claim that ILEC intermodal competition (notably that from wirelcss 

scrvice providcrs) has forced ILECs to become more efficient, cspecially with respect to their 

network opcrations. Vcrizon’s witnesses xguc that this intcrmodal competition provides a 

2 1 sufficicnt check on ILEC pricing that market incentives exist both for ILECs to set cconomically 
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efficient retail and wholesalc prices without rcgulatory intervention.“ Likening the current 

telecommunications industry to thc transportation industry, KahdTardiff explain: 

For example, when AMTRAK determines the routes on which it offen servicc, 
the prices at which it will offer service, and numerous other decisions, it clearly 
must account for the fact that passengers can also travel by car or plane. Thus, the 
price at which it can offer service from Washington DC to New York is 
constrained by thc prices for airline shuttle service between the two cities. 
Similarly, the price for wireline DSL services is constrained by the availability of 
cable modem service and the price for wircline telephone service is constrained by 
the rate for wirclcss 

On short-distance trips such as between Washington and New York, air and rail travel are 

economic Substitutes and frequently offer passengers approximately the same door-to-door travel 

times. That said, it is worth noting that air fares between Washington and New York are still 

almost double the comparablc Amtrak fare. In analogizing this transportation market to 

telecommunications, Kahn and Tardiff conveniently ignore the fact that wireless and wireline 

services are far more complementary to one another than they are substitutes for one another. 

54. This possible migration of customers off the ILEC networks altogether, KahdTardiff 

contend, provides ILECs with incentives to provide UNEs to competitors at “ d o n a l ”  costs to 

avoid losing all revenue associated with that customer. KahdTardiff, however, seriously 

ovcrcstimatc the cffccts of wircless and other forms of intermodal competition, which provides 

littlc or no rcal constraint on ILEC pricing or upon an ILECs UNE policy. 

63. KahniTardiff (Vcrizon), at para. 13 

64. I d ,  at para. 9. 
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55.  In fact, ILECs continue to r u i x  retail ratcs for wireline services (especially for 

customers not purchasing a “bundle” of local and long distance services), cvcn in economic areas 

with significant wireless penetration. For example, Florida wireless penetration rates are 
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significantly abovc thc national average, yet recent legislation in Florida allows ILECs to raise 

local ratcs by up to 20% annually without approval of or review by the Florida Public Service 

Commis~ion.~’  

56.  ILEC rhetoric aside, the conduct of ILECs provides no reason for thc Commission to 

believe that lLECs face incentives to provide wholesale services to competitors. Quite the 

contrary: If ILECs were truly conccmed about losses to intermodal competition, they would be 

aggressively and affirmativcly sccking out additional retail distribution channels for their 

traditional switched wircline services, certainly not attempt to shut them down. Indeed, in most 

industries, manufacturers expend enormous effort at developing and nurturing their retail 

distribution rclationships. If serious and competitively consequential intcrmodal alternatives 

existed for ILEC wircline scrviccs, ILECs would want to encourage CLECs to use the ILEC 

nctworks and thus retain CLEC customerS and generate rcvcnue for thcir networks. ILECs 

would ccrtainly not be engaged in sccmingly endless regulatory litigation at both thc federal and 

statc lcvcls chancterizing UNE-P compctition as “artificial“ and attempting to eliminate 

compctitor access to thcir networks altogcthcr. This ILEC conduct is not consistcnt with the 

anecdotal evidcncc of thc extremely limited substitution of intcrmodal alternatives to wirclinc 

65. Fla. Stat. Scc. 364.051 (2003) 

8 
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services to which Kahn and Tardiff refer, and certainly provide no basis to assume that such 

“competition” will either constrain UNE prices or work to assure UNE availability to CLECs 

ILECs are not required to, and do not, make specific investments in order to provide UNEs 
to CLECs, and as such incur no UNE-specific risks. 

57.  In the TRO, the Commission clarified “that a TELRIC-based cost of capital should 

reflect the risks of a competitive market.’dh However, and as I discussed at some length in my 

December 16, 2003 Declaration, the TRO also limited the ILECs’ obligation to provide UNEs at 

TELRIC-based prices to solely those instances in which a CLEC’s ability to compete would be 

“impaired” were the UNE not available. Such impairment arises when alternatives to the ILEC- 

provided UNE, including self-supply by the CLEC itself, are either not available at all or are 

uneconomic or impractical for the CLEC to obtain in any other manner. But in the TRO, the 

Commission also noted that: 

... In the Local Competition Order, the Commission stated that different UNEs 
may have different costs of capital. We now clarify that the use of UNE-specific 
costs of capital is an acceptable method of reflecting in UNE prices any risk 
associated with new facilities that employ new technology and offer new services. 
A carrier in a TELRIC proceeding could, for example, attempt to demonstrate that 
the cost of capital associated with new services that might be providcd over mixed 
coppcrifiber loops is higher than the cost of capital used for voice services 
provided over other UNEs. We think this approach responds to the incumbent 
LECs’ concern that our rules provide no opportunity for them to recover the cost 

66. TRO. at para. 680. 
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1 
2 modeled under TELRIC.” 
3 

of invcsting in facilities to provide services that are more advanced than thosc 

4 

5 

Diffcrcnt UNEs  and, for that matter, different types of investments - confront the ILECs with 

diffcrent types and levels of risk, in part becausc they also confront different ievels of 

6 

7 cconornists 

competition. This critically important point has been entirely ignored by the ILECs and their 

8 

9 

10 

1 1 

58. Investment in the types of “new services that might be provided over mixed copperifiber 

loops” is likely more risky than investment in conventional, copper-based services; if so, such 

investments would potentially demand a higher, risk-adjusted cost of capital. On the other hand, 

12 

13 

the TRO docs not require ILECs to make the facilities acquired for purposes of offering such 

“new serviccs” available as UNEs to CLECs, so there is no justification for shifting those 

14 additional risks onto UNE-L, UNE-P and other “conventional” network elements. Indeed, and as 

15 

16 

17 

I notcd in my Dcccmber 16, 2003 Declaration, doing so would amount to a cross-subsidization of 

those new scrviccs by CLECs and also by consumers of rctail “POTS” scrvices. 

18 

19 

59. Indccd, ILECs are not even required to make invcstments in their networks specifically 

to provide UNEs.“” And Verizon, for example, has specifically advised CLECs that it will not 

67. Id. ,  at para. 183, footnotcs omittcd 

68. Iri  the Mutter of.Im~,lenieritutiori ofthe Locul Comjietitioii Pro\iYioiis of‘tlie Teleconi- 
niutiictrtioris Act o/’1996, CC Docket No. 96-98, Third Report ui id  Order urid Fourth Further 
Notice r?f’Proposcci Rulenwkirig, FCC 99-238. 15 FCC Rcd 3696. 3843 (1  999). The FCC 

(continued ...) 
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invest in additional facilities to provide a UNE if facilities are otherwise not available to meet a 

CLEC’s request. On July 24, 2001, Verizon issued a notice to CLECs addressing this specific 

matter, a copy of which is included in Attachment 1 hereto. According to this notice, 

... Verizon will provide unbundled DSI and DS3 facilities (loops or IOFs) to 
requesting CLECs when existing facilities are currently available. Conversely, 
Verizon is not obligated to construct new Unbundled Network Elements where 
such network facilities have not already been deployed for Verizon’s use in 
providing service to its wholesale and retail customers. ._. 

Significantly, when comparable facilities need to be constructed in order for Verizon to serve a 

retail end-user customer or to provide a special access facility, its policy with respect to 

constructing such new facilities is just the opposite. In a response to a Rhode Island PUC Staff 

data request PUC-CON-I -12 in RI PUC Docket 3363 (a copy of which is also included in 

Attachment l ) ,  the Company stated that 

As a general matter, retail orders are not rejected due to a lack of facilities because 
Verizon generally will undertake to construct the facilities required to provide 
service at tariffed rates (including any applicable special construction rates) if the 
required work is consistcnt with Vcrizon’s current design practices and 
construction. Like its retuil und currier access customers, Verizon ‘s CLEC 
custoniers may request Verizon to provide DSI and DS3 senices pursuunt to the 
upplicuble stute or Jederal turifjcs. 

Emphasis supplied. In its response to the RI PUC Staff, Vcrizon providcd the legal basis for its 

policy: 

68. (...continued) 
affirmcd this finding in the TRO at paras. 636 and 645. 
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... the 1996 Act only requires incumbent carriers to unbundle their existing 
network, not to construct network elements simply to make them available on an 
unbundled basis to competing carriers. As the Eighth Circuit explained, 
“subsection 25 1 (c)(3) implicitly requires unbundled access only to an incumbent 
LEC’s existing network - not to an as yet unbuilt superior one.” Iowa Uti/. Ed. 1’. 
FCC, 120 F.3d 753, 818 (8th Cir. 1997), appealed on other grounds. AT&T Corp. 
v. Iowa Utils. Bd., 119 S. Ct. 721, 737 (1999). 

9 

10 

Verizon reiterated this same position in an ex parte communication to the FCC in the TRO that 

was cited by the Commis~ion.‘~ A copy of that letter is provided as Attachment 2. 
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60. Contcntions by the ILECs and by their various declarants that ILECs face elevated risks 

with respect to their “investments” in facilities used for the provision of UNEs are belied by 

Verizon’s position on construction - and by the Commission’s rulings at paras. 683, 636 and 248 

of the TRO. Specifically, at para. 683, the Commission recognizes that thcrc may be elevated 

risks associated with “new” services such as those involving fiber optic facilities vis-a-vis 

traditional voice services. At para, 248, the Commission expressly determines that ILECs will 

riot be required to provide unbundled broadband facilities for the high-frcqucncy portion of 

convcntional facilities as UNEs to CLECs. And at para. 636, the Commission accepts Verizon’s 

position that ILECs are not “required to trench or place new cables for a requesting carrier,” 

reasoning that “[r]equests for altogether ncw transmission facilities, whcthcr serving an existing 

customcr or along a new route, demand far more planning, enginccring, and technical resources 

than the routinc modifications discussed abovc, and inciudc rights-of-way issues, greater 

demands for on-site construction personncl, and substantial periods of actual construction.” With 

69. TRO. at fn. 1928 at para. 636 
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respect to those narrowband facilities that ILECs may be required to provide as UNEs following 

the completion of the 5 I state PUC “impairment” proceedings, there will be no consequential 

ILEC investment and no elevated risk. 

The ILECs misinterpret and misapply the Commission’s “risks of a facilities-based 
competitive market” cost of capital requirement to imply that the level of “investment risk” 
should be that which would confront an entirely hypothetical and fictitious “UNE-only” 
carrier. 

61. In that regard, several of the ILECs and their declarants seem to interpret the para. 680 

determination “that a TELRIC-based cost of capital should reflect the risks of a competitive 

market” as somehow implying that what the FCC meant was the risk confronting a UNE-only 

currier operating under conditions of facilities-based competition. The notion of a “UNE-only 

carrier” makes no sense whcn considered in the overall context of the 1996 Act as well as with 

rcspcct to the abovc-cited portions of the TRO. 

62. In enacting Sections 251 and 252, Congress understood that iricumberit LECs possessed 

unique resources that entrants could not be expected to replicate without cxpending considerable 

amounts of timc and economic rcsources. The UNE rcquirement was imposed precisely bccause 

ILECs posscssed legacy infrastructures that, by virtue of the ILECs’ traditional status as 

reglatcd public utilities, wcrc dcploycd ubiquitously throughout each ILEC’s operating 

territory. Whcn provided, UNEs utiliu: a small portion ofthose common resources, and benefit 

spccifically from the scale and scope economies of the ILEC netuork. Thc ”T” in TELRIC 

refers not to the total quantity of UNEs, but to the total quantity ofnctwork clcments deployed 

a 
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1 

2 

by the ILEC for its use in providing retail services as well as for providing UNEs. Indeed. 

several state commissions (including those in Pennsylvania, Florida and California) had 

3 

4 

considered the concept of creating a “UNE-only” carrier through structural separation of the 

incumbent LEC’s network and retail operations. Under this concept, the ILEC’s retail entity 

5 

6 

would have purchased UNEs from the network entity on exactly the same basis and under 

exactly the same terms and conditions as any other CLEC. In each such “structural separation” 

7 

8 

9 

10 

proceeding, the ILEC strenuously opposed any form of structural separation, arguing that, among 

other things, the physical separation of the network and retail functions would bc cxtremely 

inefficient and costly. It is, to say the least, highly disingenuous for the ILECs to now posit the 

fiction of a UNE-only carrier as the construct to be utilized in evaluating the “risks” inherent in 

11 providing UNEs to CLECs 

12 

13 
14 
15 
16 

There is no basis to conclude that the risks of CLEC “cancellation” of UNEs are any 
greater than the risks, already included in the ILEC’s cost of capital, that an end user retail 
customer will discontinue the ILEC’s service. 

17 

18 

19 

20 
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22 

63. In that context, Verizon’s Dr. Vandcr Wcide proposes to attach a substantial (3.92%) 

“risk premium” to the ILECs’ cost of capital to rcflect the additional risks he seeks to ascribe to 

“cancelable lcascs” for UNEs. Vander Weidc argues that “thc option to cancel [ i c ,  to 

discontinue the use of a UNE] allows the CLECs to walk away from their use ofthc ILEC’s 

network at no cost. . _ _  The CLECs’ option to cancel imposes CI se~8er.e cost 011 die ILECs. If the 

CLECs build their own facilities. or use alternative facilities or tcchnologics. thc ILEC’s rcvcnuc 

E C O N O M I C S  A N D  
T E C H N O L O G Y ,  I N C  



Reply Declaration of Lee L. Selwyn 

January 30,2004 
Page 53 of 60 

FCC WC Docket NO. 03- 173 

1 

2 

3 

4 

5 

6 

7 

8 

will decline, while their investment and operating expenses remain the same.”’” In advancing 

this theory, Vander Weidc is implicitly suggesting that the risk that a CLEC will “cancel a UNE” 

is materially greater than the risk that an end user ILEC customer will discontinue her retail 

service - a risk that is already factored into the ILEC’s cost of capital. Dr. Vander Weidc offers 

no evidence whatsoever that the potential for “cancellation” of a UNE by a CLEC is greater than 

the potential for cancellation of a retail service by an end user customer. Nor could he, since if 

unjthing precisely the opposite is likely the case. Moreover, whatever that potential “risk” may 

be, it must be analyzed separately as it would apply to loops vs. switching. Dr. Vander Weide 

9 

10 

11  

12 

13 

14 

15 

16 

17 

18 

has not done that either. 

64. The Commission has made a finding of “national impairment” with respect to mass 

market DS-0 voicc grade loops.” As well it should. The only alternative to an ILEC loop for 

mass market customers is the cable television provider, to the extent that it offers basic telephone 

service to a particular customer. Where cable telephony is available, the end user retail customer 

has a far greater likelihood of “cancclling” her ILEC service to migrate over to cablc than would 

a CLEC that is providing mass market end user serviccs via UNE-loops or UNE-P. Moreover, if 

that CLEC’s customer switches to any wireline carrier - including the ILEC itself - other flzan 

the cable company, there will be rio caiicellatiori of the UNE-loop; it will simply be transferred 

70. Declaration of James H. Vander Weide Submitted in Support of the Comments of the 
Verizon Tclcphone Companies, December 16, 2003 (“Vurider Weide (Verizon)”). at 9. Emphasis 
suppl i ed. 

7 I .  TRO, at para. 2 1 1. 
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1 to another CLEC or back to the ILEC. Either way, there is no net cancellation, and no risk of 

2 

3 

canccllation that is any greater - and possibly less - than for the ILEC’s retail customers. 

4 

5 

6 

7 

65. Thc Commission has made a finding of national impairment with respect to UNE 

switching, but it subjects this finding to a more “granular” analysis by state commissions.72 The 

future of this UNE (and of UNE-P) is to be decided by each of the 5 1 statc commissions in cases 

currently pending. While the ILECs may confront a “risk of cancellation” of UNE-switch 

8 

9 

I O  

1 1  

12 

13 

14 

15 

16 

17 

18 

19 

20 

services in the event that a CLEC elects to (or is forced to) utilize its own switch, the potential 

risk to the ILEC in such an event is minimal and, to a very large extent, is of the ILEC’s own 

making. It is the ILECs, after all, who are aggressively pushing for “no impairment” findings 

with respect to UNE-switching and UNE-P. Where the ILECs are successful, CLECs will be 

forccd to migratc customers off of ILEC switches and onto switches owned by those CLECs. 

Thc suggestion that this source of “additional risk” should be compensated by allowing the 

ILECs to incorporate a “risk-adjusted” cost of capital into the UNE prices is like the child who, 

after murdcring his parents, seeks the mcrcy of the court because he is an orphan. That aside, 

thcrc is in any evcnt very little “risk” associated with the “cancellation” of switch UNEs. First, 

switch capacity can be and regularly is augmented in vcry small incrcmcnts. In gcneral, the 

“canccllation” of a switch UNE would frcc up capacity that could be shiftcd to other customers 

and other uses, thus allowing the ILEC to dcfcr, for a timc, the next schcdulcd switch capacity 

addition. Morcovcr, cnd office switching typically rcprcscnts only about 18% of total ILEC 

72. Id., at para. 419 
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plant in service.” Thus, even if ILECs were to lose, for example, as much as 10% of their end 

user customers to non-cable CLEC-owned switching and assuming for the sake of discussion 

that the ILECs had no other use - immediate or eventual - for the freed-up switch capacity, that 

would still “strand” ut the very most only about 1.8% of total ILEC investment. And even this 

absolutely “worst case scenario” - which is highly unlikely in the extreme - could not possibly 

justify the 3.93% increment to the ILECs’ cost of capital (based upon California figures) that Dr. 

Vander Weide characterizes as the “risk of cancelable leases.”74 

8 

9 

10 

1 1 

66. As the Commission may be aware, Verizon attempted to sell the Vander Weide 

cancelable-lease-risk-premium theory in a recently completed cost of capital proceeding before 

the New Hampshire Public Utilities Commission, NH PUC Docket No. DT-02-010. In its Order 

12 

13 

14 
15 
16 
17 
18 
19 
20 
21 

issued January 16, 2004, the New Hampshire Commission soundly rejected Verizon’s and Dr. 

Vandcr Weide’s story: 

Finally, no reasonable basis has been advanced in this case to apply a cancelable 
lease analogy to the UNE business, as opposed to the retail business. With the 
exception of individual long term contracts or special tariffs, none of Verizon’s 
customers, wholesale or retail, are bound to remain with Verizon. Arguably, any 
premium that may apply to reflect the cancelable nature of the use of Verizon’s 
facilities applies to retail service as well as wholesale service. However, as we 
note above, we have no basis on this record to differentiate the risk of retail and 

73. ARMIS Rcport 43-03 for 2002 gives total BOC plant in service as S364. I-billion (row 
2210) and BOC Central Office Switching (row 2001) at S65.2-billion, Le., just under 18%. 

74. Vandcr Wcidc (Verizon). Attachment C, at 3 
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UNE business. In any event, the risk of revenue loss from demand reductions is 
captured in the overall rate of return, properly set, as is all risk facing the firm.” 

4 The full text of that portion of the New Hampshire Order dealing with the “cancelable lease risk 

5 

6 

premium” is provided herewith as Attachment 3. 

I 

8 summarized as follows: 

67. The specific findings of the New Hampshire Commission, with which 1 concur, can be 

9 

I O  

I 1  

12 

13 

14 

15 

16 

17 

18 

19 

20 

(1) Retail customers can also cancel ILEC service, and there was no showing that the 

likelihood of a CLEC cancelling a UNE is any greater than that for a retail customer 

cancelling retail service. 

(2) Even if the UNE or retail service is cancelled, the ILEC can reuse the same facilities 

either to serve another customer at the same location, or another nearby customer. In 

the case of a UNE, if the cancellation is the result of the decision by the retail customer 

to return to the ILEC (or take service from a different CLEC), the facility will continue 

to be used. In fact, if the migration is from CLEC to ILEC, the ILEC’s revenues could 

actually increase. 

7 5 .  I”cv9zo)i iL’en, 1Iunpiiir.e Irivestigutiori into Cost of’Cupitu1, Order Estublisiiirig Cost of 
Cupitd. New Hampshire Public Utilities Commission Docket No. DT 02- 1 10. Order NO. 24,265. 
January 16. 2004, slip. op. at 47. 
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(3) Such risks as may exist are already captured in the overall ILEC cost of capital, and no 

further premium is necessary. 

(4) It was Verizon’s own decision to offer UNEs only on a month-to-month basis; had 

Verizon also offered CLECs the option to take the UNE under a term contract, the risk 

of cancellation would have been effectively transferred to the CLEC. 

( 5 )  UNEs rcprcsent an extremely small part of the ILEC’s overall business, so even if such a 

risk is present, its effect would be minimal. Verizon is not required to incur investment 

expenses specifically to provide UNEs to CLECs; whatever UNEs are being provided 

are furnished out of the same network that is being used to provide retail end user 

services. 

For all ofthese reasons, the Commission should reject and dismiss thc “calcclable lease risk 

premium” theory and ascribe no additional risk to those specific UNEs that ILECs will continue 

to be required to provide to CLECs. 

Any “carrier of last resort” risks that an ILEC might confront, to the extent not fully offset 
by its incumbency advantages and economies of scale and scope, are no different as 
between UNEs and end user retail services, and have in any event been incorporated into 
the financial market’s evaluation of ILEC securities. 

68. The RBOCs seek to ascribe to UNEs yet another additional source of risk - this one 

stemming from thc ILECs’ carrier-of-last-resort (“COLR”) obligation - and arguc that i t  should 
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9 to exist. 

be reflected as an additional “risk premium” on the cost of capital to be used in UNE TELRJC 

s t ~ d i e s . ’ ~  Dr. William Taylor for BellSouth argues that “the COLR obligation itself introduces 

the risk of unrecoverable network assets in the event that anticipated demand does not 

mat~rialize.’”~ As with the case of the “cancelable leases,” there is no n priori basis to expect 

that such COLR “risks” as may exist are any different or disproportionately greater with respect 

to those specific narrowband UNEs that ILECs will continue to be required to provide - and for 

which they arc under no obligation to invest - and end user services that ILECs provide. In any 

event, the ILECs have offered no quantification of these “additional COLR risks” that they allege 

10 

1 1  

12 

13 

14 

15 

I6 

17 

18 

I9 

20 

69. lLECs possess enormous incumbency and ubiquity advantages that likely more than 

offset any COLR-specific costs or risks that might be present. Legacy mass market customers 

arc the ILECs to lose, whereas CLECs must expend substantial financial and other resources to 

convince those ILEC customers to take service from them. ILECs were able to acquire their 

legacy networks at minimal investor risk, and enjoy the often irreproducible economics of scale 

and scope when competing with the new entrants. ILECs have also been allowed to exploit their 

legacy customer base to sell long distance and other deregulated and nonregulated s e ~ c e s ,  

affording them an important head start advantage and enabling them to enter new markets at far 

lower per-customer acquisition cost - not to mention enormously lower risk - than that which 

confronts non-ILEC local and long distance carriers. While ILECs persist in whining about 

16. TaylorlBancrjeeiWarc (BellSouth), at 9-10, 27-28, 30; Wcisman (Qwcst). at 25-26 

71 I d  .. at p. 42 
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“regulatory disparities” like COLR and other requiremcnts from which their nascent rivals arc, 

for thc moment, largely cxempt, the enormity of their scale, scope, incumbency and head-start 

advantages easily overcomes these so-called “regulatory risks” to the extent that such “regulatory 

risks’’ are actually present in the first placc. 

70. If  and to the extent there actually are any real COLR risks and costs that are unique to 

ILECs, thcse need to bc addressed and resolved via explicit funding mechanisms, as in the case 

of universal service funding, and not through the kind of risk and cost shifting that the ILECs are 

here proposing. However, if ILECs are to be reimbursed for COLR and similar costs and risks, 

they should then also bc rcquired to makc explicit offsets to the prices for their regulated basic 

monopoly scrviccs to compensate captive ratepayers for the numerous incumbency and affiliate 

bcncfits that thcy arc allowed to uniqucly confcr upon their nonregulated lines of business with 

minimal or no compensation. 

7 1.  For all of the reasons discussed herein, there is no basis whatsoever to diffcrentiatc 

bctwcen the cost of capital applicablc to those “impairment” UNEs that ILECs will continue to 

17 provide and the cost of capital that is appropriate for the ILEC cntity as a whole. 
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Verification 

The foregoing statements are true and correct to the best of my knowledge, information and 

belief. 

ECONOMICS AND 
TECHNOLOGY, INC.  


